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matter.

Respectfully submitted,
A ‘ /l Z )
Kendra A. Ericson

Enclosures
cc:  Service List-w/enclosures (hardcopy only)

WRITER'S E-MAIL:



BEFORE THE
SURFACE TRANSPORTATION BOARD

MAJOR ISSUES IN RAIL RATE CASES

WEST TEXAS UTILITIES COMPANY
Complainant,

V.

BNSF RAILWAY COMPANY
Defendant.

Docket No. 41191

AEP TEXAS NORTH COMPANY
Complainant,

V.

BNSF RAILWAY COMPANY
Defendant.

)
)
)
)
)
)
)
)
)
)
)
)
)
)
)
)
) Docket No. 41191 (Sub-No. 1)
)

)

)

)

OPENING COMMENTS OF AEP TEXAS NORTH COMPANY

OF COUNSEL:

Slover & Loftus

1224 Seventeenth Street, N.W.
Washington, D.C. 20036

Dated: May 1, 2006

AEP TEXAS NORTH COMPANY
1 Riverside Plaza
Columbus, OH 43215

David M. Cohen, Senior Counsel
155 West Nationwide Boulevard
Suite 300

Columbus, OH 43215

William L. Slover

Kelvin J. Dowd

Kendra A. Ericson

Slover & Loftus

1224 Seventeenth Street N.W.
Washington, D.C. 20036
(202) 347-7170

Attorneys & Practitioners
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MAJOR ISSUES IN RAIL RATE CASES Ex Parte No. 657 (S¢

WEST TEXAS UTILITIES COMPANY

Complainant,
V. Docket No. 41191
BNSF RAILWAY COMPANY
Defendant.

AEP TEXAS NORTH COMPANY

Complainant,
v. Docket No. 41191 (Sub-No. 1)
BNSF RAILWAY COMPANY
Defendant.

N N’ N N N’ N S’ N S [ N e N N N S N e [N N N’

OPENING COMMENTS OF AEP TEXAS NORTH COMPANY

By Decision served February 27, 2006 (“Decision’), the Board invited
interested parties to submit comments on six issues that have been raised in recent cases
arising under the stand-alone cost (“SAC”) constraint of the Coal Rate Guidelines.'
These issues are: (1) the methodology for allocating rate relief, (2) the division of
revenues on “cross-over traffic,” (3) the indexing of operating expenses, (4) movement

specific adjustments to variable costs under the Board’s Uniform Railroad Costing

' Coal Rate Guidelines, Nationwide, 1 1.C.C. 2d 520 (1985).
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System (“URCS”), (5) the SAC analysis period, and (6) the standards for reopening and

vacating prior rate prescriptions. AEP Texas North Company (“AEP Texas”) hereby
submits these Comments in response to that invitation.’
BACKGROUND

The Board initiated Ex Parte No. 657 in February 2005, in order to allow
the expression of views by rail shippers, railroads, and other interested persons on issues
related to Board consideration of rail rate challenges under the SAC methodology. On
April 20, 2005, American Electric Power Service Corporation, the parent company of
AEP Texas, filed comments in that docket as a member of the Concerned Captive Coal
Shippers. In their April 20, 2005 comments, the Concerned Captive Coal Shippers
encouraged the Board to use a case-by-case approach (as opposed to a formal rulemaking)
to solve perceived problems with its SAC analysis as applied in recent coal rate cases.
Comments at 31. The Concerned Captive Coal Shippers expressed the importance of
“broad flexibility to develop and present the SARR traffic group, operating plan, physical
plant, etc. that they believe will offer the least cost SARR option,” (id. at 34), and pointed
out that a resolution that makes sense for one shipper in a given SAC case may not make
the most sense for all SAC cases when the facts and circumstances are considered. Id.

They also expressed concern that a rulemaking would result in administrative delay, and

> AEP Texas is successor-in-interest to West Texas Ultilities Company. These
Comments are submitted in and encompass both Docket No. 41191 and Docket No. 41191
(Sub-No. 1).
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noted that such a rulemaking will “hinder the progress of SAC cases currently pending

before the Board.” Id. These concerns were echoed by every shipper and shippers group
that filed comments in the proceeding.

Over the objections of the shipper community, the Board’s Decision
initiated a rulemaking to address the issues noted above. The Board also directed the
reopening of Docket No. 41191, Docket 41191 (Sub-No. 1), and another pending coal rate
proceeding, all of which had been fully briefed on completed records, and were awaiting
decision by the Board.

In response to the Decision, the Concerned Captive Coal Shippers, Western
Coal Traffic League, Western Fuels Association, Inc., Edison Electric Institute, National
Rural Electric Cooperative Association and American Public Power Association
(collectively “Coal Shippers”) this date are filing Joint Comments on the Board’s
proposals. AEP Texas subscribes to the Joint Comments. It submits these additional
Comments specifically to address issues relevant to its pending rate reasonableness cases.

Docket No. 41191 (Sub-No. 1) was initiated on August 11, 2003. The last
round of evidence was filed on February 28, 2005, and the case was briefed on June 9,

2005. In accordance with Section 10704(c)(1), a final decision was due no later than

* The parties submitted their rebuttal evidence on July 27, 2004. AEP Texas
subsequently filed supplemental evidence on November 8, 2004 to update its Rail Traffic
Controller simulation. In a decision dated January 14, 2005, the Board requested that
BNSF reply to the supplemental evidence by February 14, 2005. AEP Texas replied to
BNSF’s February 14 filing on February 28.
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March 9, 2006. However, the Decision opening this proceeding was served eleven days

earlier, and the record in Docket No. 41191 (Sub-No. 1) was reopened. The Board noted
that it intended to apply much of the outcome of the rulemaking to pending cases, and
specifically requested comments from the parties involved on “whether or to what extent
it would be inequitable to apply the changes proposed herein, or parts thereof, to [those]
pending cases.” Decision at 2.

Finally, on March 17, 2006, the Board served a separate order in Docket No.
41191 (Sub-No. 1) directing three rounds of additional evidence on a limited set of
specific matters at issue in the case (“Compliance Order”). The last round of this
supplemental evidence is due on July 14, 2006.

SUMMARY OF COMMENTS

With respect to four of the proposals offered by the Board in its Decision,
AEP Texas submits that alternatives should be adopted or no change should be made.
Specifically, the Board should endorse the methodology for allocating rate relief proposed
by AEP Texas in Docket No. 41191 (Sub-No. 1); continue to use the MSP methodology
for allocating revenue divisions on cross-over traffic; and adopt the Coal Shippers’
proposed methodology for indexing stand-alone operating expenses, and their proposed
standards and procedures for evaluating requests to reopen or vacate rate prescriptions.

AEP Texas submits that application of its proposed solutions on the issues

of allocating rate relief, the division of revenue on cross-over traffic, the indexing of



operating expenses, and the vacation of rate prescriptions justly and equitably can be

applied in Docket No. 41191 (Sub-No. 1) and Docket No. 41191, as such changes can be
implemented without additional evidence or discovery. However, the application of any
new rule that would require new or additional evidence or discovery would be manifestly
unjust, inequitable and contrary to law.

AEP Texas also submits that the application in Docket No. 41191
(Sub-No. 1) of the proposed rules regarding movement specific variable cost adjustments
and changes to the 20 year DCF period would be unfair, inappropriate and unduly

burdensome, and should not be undertaken.

COMMENTS

I. IT WOULD BE MANIFESTLY UNJUST TO REQUIRE OR

PERMIT THE SUBMISSION OF NEW EVIDENCE

BEYOND THE SCHEDULED COMPLIANCE FILINGS

In its Decision, the Board asks whether it would be inequitable to apply any

changes in rules or methodology that might be adopted in this proceeding to Docket No.
41191 (Sub-No. 1). Id. at 2. The Board also indicates that once this proceeding is
concluded, AEP Texas and BNSF would be afforded “an opportunity to submit
supplemental evidence that comports with whatever changes we decide to adopt....” Id. at

3. AEP Texas submits that it would be manifestly inequitable if the Board did allow the

filing of any additional evidence at the close of this proceeding, and strongly objects to



any delay in the conclusion of this case beyond that which already is inevitable as a

consequence of the Board’s Compliance Order.

Once an evidentiary record is complete, the Board is required by statute to
issue a final decision within nine months. 49 U.S.C. § 10704(c)(1). Prior to the issuance
of the Decision, a final ruling in Docket No. 41191 (Sub-No. 1) was due on March 9,
2006. The Board’s Compliance Order calls for a limited submission of supplemental
evidence, which will conclude on July 14, 2006. Whether the Board adopts the reforms
advocated herein by AEP Texas, the proposals set out in the Decision, or some
combination of the two, no additional evidence would be needed in order to calculate
variable and stand-alone costs and render a final rate reasonableness determination.*
Under these circumstances, requiring or permitting additional evidence would be
manifestly unjust and inequitable.

The complaint in this case was filed on August 11, 2003, over 2 years and 8
months ago. Since that time, AEP Texas has dedicated extraordinary efforts and
resources to the prosecution of its case, concluding in a voluminous record addressing in

minute detail every element and sub-element of the Board’s maximum rate

* All of the changes proposed by the Board, as well as the alternatives advocated
by AEP Texas, are methodological, and do not rely on evidence that is not already on
record (or will be in light of the Compliance Order) for their execution. The only
proposal advanced by the Board that would have evidentiary implications concerns
shortening the DCF period from 20 to 10 years. However, the Board already has
expressed its intent not to apply this change (if it is adopted) to Docket No. 41191 (Sub-
No. 1) (Decision, at 2), and AEP Texas agrees.
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methodologies. AEP Texas now is committed to additional, limited rounds of

supplemental evidence, which of course will demand additional effort and resources. To
require yet another filing after the rulemaking in this case would be unjust and inequitable
in the extreme, particularly since any changes in methodology can be applied to the
existing record, solely as supplemented in response to the Compliance Order.

The submission of additional evidence and sufferance of further delay in
this proceeding also would be contrary to law. The District of Columbia Circuit has held
that a rulemaking should not delay a decision in an adjudication that is subject to a
statutory deadline. See AT&T v. UCC, 978 F.2d 727, 732 (D.C. Cir. 1992). That holding
makes clear that a rulemaking should be conducted parallel to a related adjudication, and
cannot be used to alter that adjudication’s statutory deadline.

AEP Texas therefore submits that the Board should not allow additional
evidence (other than the mechanical application of the approved methodologies to the
current record) or discovery in either Docket No. 41191 or Docket No. 41191 (Sub-No. 1)

after the Board concludes this proceeding.

II. METHODOLOGY FOR ALLOCATING RATE RELIEF
In prior SAC cases, the Board has used the percent reduction method to

allocate total SAC relief. Decision at7. In its evidentiary submissions in Docket No.

41191 (Sub-No. 1), AEP Texas explained in detail the flaws in this approach, and the



reasons why it should be replaced by the General Percent Reduction Methodology

(“GPRM”) proposed therein. AEP Texas Opening at I1I-G-25 to 32; AEP Texas Rebuttal
at ITI-G-35 to 40.° In its Decision, the Board acknowledged the defects in the percent
reduction formula, and invited parties to pending cases to propose alternatives. Decision
at 7-9. AEP Texas is hereby submitting GPRM to be adopted in this rulemaking as an
acceptable approach to the allocation of rate relief.
A. The Board’s Alternative Approaches

In its Decision, the Board proposed two methodologies to replace the
percent reduction method — the Maximum Contribution Methodology (“MCM?”) and the
Maximum Markup Methodology (“MMM?”). As discussed in the Joint Comments, each
of these is superior to the percent reduction formula. However, neither should be
endorsed as the exclusive acceptable methodology, and GPRM should be adopted for use
in Docket No. 41191 (Sub-No. 1).

1. Maximum Contribution Methodology

Under MCM, the total SAC costs would be apportioned among the traffic
group based on ton-miles. The Board then would check to see if the share of costs
assigned to a movement would exceed its current rate level. If a non-issue movement’s

share of SAC costs is higher than the rate actually charged by the incumbent, MCM

> All references to the record of Docket No. 41191 (Sub-No. I ) in this proceeding
refer to the public version of the filings.
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would reapportion the difference to the remaining traffic, thereby increasing the
contribution from the remaining traffic. The analysis would be repeated until no
movement is assigned a higher share of SAC costs than the incumbent levies on that
movement.

As discussed in the Joint Comments, MCM is an improvement over the
percent reduction method, but it still has a number of flaws. The starting point for the
maximum rate is still the rate set by the defendant, which does not completely mitigate
the effects of gaming. In contrast, GPRM solves this problem by ensuring that higher rate
increases yield equally significant rate reductions by making marginal costs, not the
original rate, the starting point for the new rates. Further, under MCM the barometer of
demand elasticity remains absolute price, as opposed to the mark-up of price over
marginal costs. As discussed below, GPRM focuses on the mark-up over marginal costs.
GPRM, therefore, will yield results that are closer to those that one would expect under
true application of Ramsey principles. Another problem with MCM is that it does not
take into account the differences in variable costs among the members of the shipper
group, which makes MCM ill-suited for cases in which the traffic group contains a mix of
commodities, train types and long-haul and short-haul traffic. GPRM is suitable for all

traffic groups, as it takes into account the marginal costs for each movement.



2. Maximum Markup Methodology

In instances in which the traffic group is diverse, the Board suggests using
the MMM approach. MMM uses URCS to estimate the variable cost of every movement
in the traffic group, and allocates relief based upon revenue markups over variable cost as
compared to the system’s average markup over SAC. Decision at 13-16.

MMM is more difficult to apply, though it does have the virtue of
producing results that focus on markups, rather than prices. However, MMM uses
variable costs rather than marginal costs in its determination. GPRM’s use of marginal
costs is a truer representation of Ramsey pricing principles.

B. The Generalized Percent Reduction Method

In response to the problems associated with the percent reduction
methodology, AEP Texas presented GPRM as an alternative. AEP Texas Opening at II1-
G-30 to 33; AEP Texas Rebuttal at I1I-G-43 to 48; AEP Texas Brief at 19 to 22. The
theoretical soundness of GPRM was verified by AEP Texas witnesses
Drs. Douglas Caves, Kelly Eakin and Mark Meitzen. As requested by the Board in its
Decision, AEP Texas hereby re-submits this method for consideration in this rulemaking.

1. The General Rule

GPRM is a generalization of the percent reduction method currently
employed by the Board, which modifies the Board’s methodology to be consistent with

Ramsey pricing principles. GPRM allocates rate relief based on the maintenance of the
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ratios of price markups over marginal cost. The GPRM rule is based upon the following
equation:

% price decrease shipper i/%price decrease shipper J=(P/P)(MC/MC)E,
where P; and P; are the original Ramsey prices, MC; and MC, are shipper-specific
marginal costs, and E;; is the ratio of shipper j’s elasticity of demand to shipper i’s
elasticity of demand. See AEP Texas Opening at I1I-G-30. Exhibit III-G-11 (attached
hereto as Exhibit A) to AEP Texas’ Opening Evidence presents the derivation of GPRM
and provides an example of its practical implementation.

Under GPRM, the total reduction in rates is approximately equal to the
overall percentage by which SARR revenues exceed SAC. Unlike the percent reduction
method, however, GPRM requires that the individual reductions vary from shipper to
shipper in a manner in which the most inelastic shippers receive the greatest percent
reduction. This feature conforms to Ramsey pricing principles, as these are the same
shippers that are expected to absorb the highest markups when revenues are inadequate to
fully cover costs. AEP Texas Opening at I1I-G-31 to 32.

2. Computation of Marginal Costs

As a practical matter, coal rate proceedings do not readily permit the
specific calculation of marginal service costs for each member of the SARR traffic group.
Such a showing would be extremely burdensome. This limitation should not affect the

use of GPRM, however, as there is no need to compute the actual marginal costs of a
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particular movement with specificity. Instead, the goal is to measure the markup of the
rate over a determined cost level relative to the comparable markups above similarly
determined cost levels on other rates in the traffic group. As long as the rates are
measured against a consistent cost standard, the relative markups can be determined in
order to allocate the excess SARR revenues over SAC. AEP Texas Rebuttal at I1I-G-46
to 47. The average marginal costs for a movement can be determined using publicly
available Phase IIT URCS data for the defendant railroad in the base year of the SAC
analysis. AEP Texas Opening at I1I-G-32 to 33. The SARR revenue per ton attributable
to each member of the traffic group then can be compared to the appropriate marginal
cost figure, based upon distance, to arrive at the relative markups. Id. at 32 to 33.

The calculation of system average marginal costs in this manner has come
under attack as not determining shipper-specific marginal costs with certainty. BNSF
Reply at I1I-G-36 to 40. However, the Board and ICC each have recognized that complex
precision must be tempered with practicality when determining a workable regulatory
formula. Public Service Company of Colorado d/b/a/ Xcel Energy v. The Burlington N.
and Sante Fe Rwy. Co., STB Docket No. 42057, slip op. at 16 (STB Served June 7, 2004)
(“PSCo0”); Coal Rate Guidelines, 1 1.C.C. 2d at 544. The marginal cost calculations in
this instance are used to estimate the percentage markup for each movement. The
estimated markups are used to infer the relative demand elasticities. The use of system

average costs is sufficient for such a purpose. AEP Texas Rebuttal at II1-G-46 to 47.
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An example of the calculation of the resulting percent markups for each
movement can be seen in Exhibit III-H-1 of AEP Texas’ Opening Evidence, attached
hereto as Exhibit B.

3. Allocation of Excess Revenues

The goal of GPRM is to allocate excess revenues over SAC in a manner
which simultaneously provides reductions to all shippers in a group whose contributions
exceed marginal costs, and closely maintains the relative relationship of each shipper’s
respective demand elasticity to every other shipper’s.

It is possible that some shippers in the traffic group will have rates below
marginal costs. If a shipper’s rate is below marginal cost, a reduction would be improper
as 1t would push that shipper’s price away from optimum efficiency. Such a shipper’s
rate should not be increased either, however, as the Coal Rate Guidelines do not
contemplate increasing rates on non-issue traffic. Therefore, under GPRM, a rate that is
already at or below marginal cost will remain unchanged. AEP Texas Brief at 21 n.69.

For shippers whose rates are above marginal costs, GPRM allocates the
excess revenues. First, each movement’s revenue contribution in excess of marginal costs
is determined as follows:

(1)  M;=(P,-MC)) Q,, where

M, = aggregate contribution over marginal cost

P, = original rate per ton
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MC,; = marginal cost

Q; = movement volume
Once these contributions over marginal costs are totaled (M=) M,), each
movement’s decimal share of the total (S;) can be calculated:
2 S=M/M
Next , the excess revenue over SAC is allocated, which determines the
measure of relief (d;) assigned to each member of the group:
(3) d,=SD, where
D = the total excess revenue over SAC.
This allows each member’s adjusted contribution over marginal cost (such that total
revenues equal SAC) to be determined (M, - d;), which is converted to a per ton basis:
4 M-d)Q
Adding back the original marginal cost yields the new rate for each
movement:
(5)  [(M;-d;/ Q)] +MC,
AEP Texas Brief at 21 to 22.
An example of the application of this methodology is shown in Counsel’s

Exhibit No. 1 to the Brief of AEP Texas, attached hereto as Exhibit C.
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C. The GPRM is Consistent with Ramsey Pricing Principles

Under GPRM, relief is allocated in the same manner as prices initially were
presumed to have been set or increased, that is, shippers with the least elasticity
experience a greater percentage change in pricing (whether prices are increasing or
decreasing). Such an approach is consistent with Ramsey principles, because GPRM
ensures that shippers whose demand elasticities exposed them to the greatest price
markups over marginal costs when overall carrier revenues were raised experience
correspondingly greater price reductions when the SAC test points to a reduction in the
overall SARR revenues. AEP Texas Opening at I1I-G-30 to 31; AEP Texas Rebuttal at
III-G-37; AEP Texas Brief at 22.

GPRM also eliminates the risk of gaming. Under GPRM, as rate markups
increase so does the amount of rate relief offered, thereby offsetting the effects of any
attempt by a carrier to dramatically increase prices before a rate case begins. The
reduction would be based on the markup over marginal costs. GPRM resolves the
gaming issue by ensuring that the end result is not based on the initial price set by the
railroad. AEP Texas Opening at III-G-31.

In addition to consistency with Ramsey principles and prevention of
gaming, there are other reasons to use GPRM in SAC cases. First, the allocation under
GPRM is efficient and fair. By allocating relatively greater rate relief to movements with

less elastic demand, the greatest amount of total consumer surplus is recaptured. As the
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inelastic demand traffic shoulders the burden of the largest markups in prices in order to
address revenue inadequacies, it is entitled the largest relief in instances of excess
revenues. GPRM accomplishes this by providing parallel treatment in situations of
revenue inadequacy and excess SARR revenue over SAC. AEP Texas Rebuttal at I1I-G-
43 to 44.

GPRM also obtains the most accurate results without additional burden.
GPRM follows Ramsey pricing principles closely, but eliminates much of the complexity
associated with pure Ramsey pricing. This allows the Board to prescribe rates that are
based on the demand elasticity of shippers, without utilizing a method that would be too
costly and complex to administer. GPRM does not require additional discovery, or a
significant change in the burden of presenting or reviewing evidence, and yields results
superior to those obtained under percent reduction. Such an approach is consistent the

ICC’s original intent in the Coal Rate Guidelines. 11.C.C.2d at 527.

III. REVENUE ALLOCATION FOR CROSS-OVER TRAFFIC
In calculating the division of revenues on cross-over traffic in its SAC
evidence, AEP Texas relied upon the MSP methodology used by the Board in the past

five coal rate reasonableness cases.® For the reasons explained in detail in the Joint

® Otter Tail Power Company v. BNSF Rwy. Co., STB Docket No. 42071, slip op.
at 19 (STB Served Jan. 27, 2006); PSCo at 17-19; Duke Energy Corp. v. CSX
(continued...)
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Comments of the Coal Shippers, the Board should continue to apply the MSP

methodology in Docket No. 41191 (Sub-No.1).

IV. INDEXING OPERATING EXPENSES

The indexing of stand-alone operating expenses has been a controversial
matter in most recent SAC cases. In general, the parties have debated whether a SARR,
as an optimally efficient carrier, could expect to realize productivity gains in the future
that would offset or moderate the effects of price inflation on the SARR’s operating costs.
Decision at 20. In the Decision, the Board once again acknowledged that a SARR can be
expected to experience productivity gains over its life, and proposed a 20-year phase-in
from the RCAF-U to the RCAF-A. Decision at 21.

In Docket No. 41191 (Sub-No. 1), AEP Texas proposed an indexing
methodology that relied upon the same measure of expected future rail productivity
incorporated in the EIA’s forecast of coal transportation revenue growth — the index used
by the Board to adjust future SARR revenues. See AEP Texas Opening at I11-G-9 to 14;

AEP Texas Rebuttal at III-G-6 to 13; AEP Texas Brief at 17 to 19.

%(...continued)
Transportation, Inc., STB Docket No. 42070, slip op. at 20-22 (STB Served Feb. 3,
2004); Carolina Power & Light Co. v. Norfolk Southern Rwy., STB Docket No. 42072,
slip op. at 20-21 (STB Served Dec. 22, 2003) (“CP&L”); Duke Energy Corp. v. Norfolk
Southern Rwy., STB Docket No. 42069, slip op. at 20-25 (STB Served Nov. 5, 2003).
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In the Joint Comments, the Coal Shippers explain why the Board’s

suggested formula is inadequate to capture SARR productivity gains, and have proposed
an alternative mechanism that is RCAF-based and, therefore, easier to apply than the
methodology proposed by AEP Texas in Docket No. 41191 (Sub-No. 1). Because the
Coal Shippers’ approach is easier to apply and yields equally reliable results, AEP Texas

supports its adoption and application in Docket No. 41191 (Sub-No. 1).

V. MOVEMENT-SPECIFIC ADJUSTMENTS TO URCS

The Board’s jurisdiction only extends over rates set by a carrier found to
possess market dominance over the traffic involved. As part of this test, if a carrier
shows that the revenues received for transporting the movements at issue are less than
180% of the variable cost of providing that service, then the carrier is presumed not to
have market dominance. Thus, in the event that the Board finds a rate to be unreasonable,
it may not prescribe a rate below this 180% threshold. The basic formula for the
determination of variable costs is the URCS general costing system. However, the Board
has long recognized the legitimacy of movement-specific adjustments to URCS system

average costs to reflect the acknowledged efficiencies of unit train coal service.’

" Texas Municipal Power Agency v. The Burlington Northern and Santa Fe Ry.,
STB Docket No. 42056, slip op. at 10, 41 (STB served March 24,2003); CP&L at 114,
Wisconsin Power and Light Co. v. Union Pacific R.R., STB Docket No. 42051, slip op.
at 38-39 (STB served Sept. 13, 2001); FMC Wyoming Corp. v. Union Pacific R.R., STB
(continued...)
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Notwithstanding this history, the Board in the Decision proposed to eliminate the use of

movement-specific adjustments in the calculation of variable costs.

AEP Texas incorporates the Joint Comments of the Coal Shippers with
respect to the continued recognition of movement-specific adjustments to system average
costs. AEP Texas also submits that it would be wholly inappropriate to apply any change
in variable cost methodology to the record in Docket No. 41191 (Sub-No. 1). Because the
variable cost portion of the evidence in AEP Texas’ case is completed, no changes to the
development or presentation burden can be claimed, and there is no legitimate basis on
which to dismiss or ignore it. Irrespective of the outcome of this proceeding, the Board
should calculate variable costs in Docket No. 41191 (Sub-No. 1) on the basis of the

existing record.

VI. STAND ALONE COST ANALYSIS PERIOD

In SAC cases, the Board analyzes the revenue requirements of the SARR
and the revenues generated by the traffic group over a twenty year period. This same
discounted cash-flow period also sets the potential temporal limit of a rate prescription.

Decision at 29.

’(...continued)
Docket No. 42022, slip op. at 48 (STB served May 12, 2000); West Texas Utilities Co. v.
Burlington Northern R.R., 1 S.T.B. 638, 717 (1996); San Antonio, Texas, Acting By and
Through its City Public Service Board v. Burlington Northern R.R., 11.C.C.2d 561, 569
(1986).
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In the Decision, the Board proposed to shorten the analysis period to 10

years. However, the Board also indicated that absent compelling circumstances, it would
not apply this change in Docket No. 41191 (Sub-No. 1). The Board reasoned that:

the record has been developed based on a SARR designed to

handle peak demand in a 20-year analysis period. Shortening

the analysis period could require the submission of an

essentially new SAC case.
Decision at 2. AEP Texas agrees that the Board should not shorten the SAC analysis
period in Docket No. 41191 (Sub-No. 1), as such a change would entail significant
expense due to the additional cost of analyzing the costs, rates and revenues over a
different time period, and the re-submission of substantial portions of the evidence in this

case. AEP Texas asks that the Board confirm its decision to utilize the 20-year SAC

analysis period in Docket No. 41191 (Sub-No. 1).

VII. STANDARDS FOR REOPENING OR VACATING RATE PRESCRIPTION
The Board’s final proposal relates to the standards and procedures to be
applied in evaluating petitions for the reopening or vacation of pre-existing rate
prescriptions. Decision at 31-38. These issues are squarely presented in the pleadings
now pending in Docket No. 41191. AEP Texas incorporates the positions of the Coal

Shippers regarding these questions, and urges adoption of those standards by the Board.
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CONCLUSION

AEP Texas submits that the Board should resolve the issues raised in its

Decision in the manner described herein, and in the Joint Comments of the Coal Shippers.
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Exhibit ITI-G-11

Ramsey Pricing Principles and the Generalized Percentage Reduction Method

1. The Theoretical Basis for Ramsey Pricing

The objective of Ramsey pricing is to maximize economic value while allowing
the supplier just to recover costs. Alternatively, this can be viewed as recovering fixed
costs by raising prices differentially above marginal cost in a manner than minimizes
economic inefficiency or deadweight loss.

The constrained optimization, also called a “second-best” problem,l Is
y;ximize ¥ -Qi(Py) dP; + 3 P, Qi(Py) - C(Qi(Py), QxP2), .. 5 Qu(Pn))

) # L5 P QP - CQu(PL), QaPa), ..., Qu(Py) - F] M
where Q;s are outputs, Pjs are prices, C is variable cost, F is fixed cost and A is the
LaGrange multiplier on the breakeven constraint.

The first-order conditions to the Ramsey pricing problem are
Qi+ (Qi + P 6Qi/0P) - MC; 0Qi/AP; + M(Qi + P; 6Qi/0P)) - MC; 0Q/oPi] =0  (2a)
2 Pi Qi(Pi) - C(Qu(P1), Qu(P), ..., Qu(Py)) - F] =0 (2b)
where MC; is the marginal cost in the ith market.

The first term in equation (2a), -Q;, indicates the marginal loss of consumer
surplus‘ as price in the ith market is increased. The second term, (Q; + P; 0Q/0P,), is the

marginal revenue to the supplier resulting from increasing the ith price. -MC; 8Qi/0P; is

! Marginal cost pricing, also called “first-best” pricing, maximizes the economic value in allocating
resources, but may result in economic losses for the supplier.




the marginal decrease in cost to the supplier as the ith price is increased. Finally, the last

term in equation (2a) indicates how the breakeven constraint, equation (2b), changes as

the ith price is increased.

2. The Generalized Percentage Reduction Rule

Using the definition of the price elasticity of demand, Equation (2a) can be
mantpulated to give

[(Pi - MCy)/P)] = [M(1+M)] (-1/ei) (3)
where &; is the price elasticity of demand in the ith market. This result shows that the
optimal markup of price over marginal cost is inversely proportional to the price
elasticity of demand in the market.

Combining the first-order conditions given by equation (3), yields

[(Pi - MC)/P)}/ [(P — MC)/P))] =E; “4)
where Ej; 1s the relative elasticity of demand given by gj/e; This result shows that Ramsey
pricing implies that the ratios of price markups are determined by the relative elasticities.

Equation (4) can be rearranged to give

I - MCi/P; =(1-MC/P)) Eji o)
Treating MC; , MC,; and E;; as constants and differentiating equation (5) gives

(MC/P;)dP; = (MCy/P}) E;; dP (6)
which can be reorganized as

(dP,/P,) / (dPJ/PJ) = (P,/Pj) (MCJ/MC,) EJ.' . (7)



Equation (7) is the generalization of the percentage reduction rule that remains

consistent with Ramsey pricing. The left-hand side of the equation is the percentage

change in the price in market 1 divided by the percentage change in the price in market j.

The current equal percentage reduction rule is a special case of the generalized
percentage reduction rule (i.e., the left-hand side of equation (7) is 1). An equal
percentage reduction is only appropriate when the relative elasticity of demand is 1.
However, this is the degenerative case where differentiated pricing, as called for by
Ramsey principles, produces no efficiency gains relative to an equal percentage reduction

rule.?

3. Relative Percentage Reductions and Absolute Percentage Reductions

The generalized percentage reduction rule solves the problem of the relative
percentages by which to reduce prices. However, as with the current equal percentage
reduction rule, the’ question of the absolute level of individual price reductions remains
unanswered. At a minimum, rates need to be reduced on average by the percent of excess
revenue collection.’ In arriving at the overall required average reduction, individual price

reductions are determined based on relative elasticities of demand.

? Differentiated pricing means different price to marginal cost ratios in different markets. As seen in
equation (3), Ramsey pricing improves efficiency, or more accurately minimizes pricing inefﬁciency,‘by
differentiated pricing according to an inverse elasticity rule. However, if the demand elasticities are the
same, then no efficiency gain can be obtained by differentiated pricing.

® This conclusion is based upon the assumption of constant or decreasing marginal costs.



4. Simple Example of the Generalized Percentage Reduction Method

We use a simple three-shipper example to illustrate the generalized percentage
reduction method for a SARR.

Demand and Cost Structures

The demands for rail services by the shippers are given by the following constant
elasticity of demand equations:

D1: Q =100P°°

D2:  Q,=100P,"°

D3:  Q;=100P;"?

D1, D2 and D3 are referred to as “inelastic™ (g, = -0.5), “unit elastic” (g; = -1.0) and
“elastic” (e3 = -1.25), respectively.

The SARR cost structure is

SAC =350+34+38+512+3%1 Q)+ 51 Q+31Q;

=874+ Qi+ Qx*+ Q.

That is, the fixed cost is $74 and the marginal cost to serve each shipper is $1.
Furthermore, the fixed cost can be separated into unattributable common cost of $50 and
shipper-specific attributable fixed costs of $4, $8 and $12, for the inelastic, unit elastic
and elastic shippers, respectively.
Ramsey Prices

Pricing at marginal cost for each shipper, while efficient, would result in a

revenue shortfall of $74. Thus, it is necessary to raise price above marginal cost.* As

* A non-linear pricing structure (a non-volumetric fee + a per-unit charge) can reduce the required per-unit
price markup.



discussed above, Ramsey prices minimize the efficiency loss from raising prices above

marginal costs by marking up prices in inverse proportion to the elasticity of demand.
For this example, the Ramsey prices and resulting quantities and contributions to margin
are

P, =$%1.53 Q1 =80.72 CTM,;=3%39.16

P,=§1.21 Q;=8258 CTM,;=§ 9.42

P;=%1.16 Q;=8290 CTM;=% 1.42

Impact of Cost Decreases

Now, assume that the common cost, shipper-specific fixed costs and shipper-
specific marginal costs each decrease by 20%. At the above Ramsey prices, revenues
would now exceed SAC by 25%. Following the generalized percentage reduction

method, which embodies the Ramsey pricing principles, the prices would be redi_Jced by

-

30%, 24% and 23%, respectively, for the inelastic, unit elastic and elastic shippers. The
new Ramsey prices, quantities and CTMs are

P;=3$1.07 Q= 9652 CTM, =8$23.18

P,=1%$0.92 Q,=109.08 CTM,=$ 9.53

P;=30.89 Q3=115.56 CTM;=$% 7.29

In contrast, the equal percentage reduction method would require a price decrease

of 26% for all three shippers to eliminate the excess revenue.

wh
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